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May Affect Channeling of 
Investments
By Frederick M. Richardson and Betty C. Brown
SFAS No. 33, which requires firms 
of a specified size to disclose the ef­
fects of current cost and constant 
dollar measuring systems on certain 
income items is an experiment. The 
Financial Accounting Standards Board 
is attempting to find the best method 
of measuring the impact of changing 
prices on financial statements. Behind 
the justification for this action is the im­
plicit assumption that current cost and 
constant dollar information is useful for 
decision making purposes.
Statement of Financial Accounting 
Concepts (SFAC) No. 1 states that the 
primary objective of financial 
statements is to provide useful infor­
mation for decision making purposes. 
SFAC No. 2 indicates that such infor­
mation should pass a cost-benefit con­
straint to be reported. Therefore, if 
income measured by either a constant 
dollar or current cost income model 
cannot be proven useful and cost 
beneficial for decision making pur­
poses, there would be little justification 
within the Board’s framework for con­
tinuing to present this information in 
financial statements.
The Board was unable to reach a 
consensus on which of constant dollar, 
current cost, or historical cost informa­
tion is the most useful. Because users 
are familiar with the historical cost 
model, the Board elected to keep it as 
the primary income model and present 
information from the other two income 
models in supplemental schedules. To 
date, it has not been shown that any 
income model provides more useful in­
formation than any other income 
model. On the other hand, it is not 
logical to supplement or change from 
the traditional historical cost model 
unless it can be demonstrated that one 
or both of the other two income models 
provides more useful information.
Flesher and Soroosh (1983) indicate 
that controllers and financial analysts 
do not believe that SFAS 33-required 
supplementary data are particularly 
useful in their current form. 
Nonetheless, the study participants did 
“show a strong general support for 
price-level adjusted financial 
statements.” That study, however, 
states that only the general usefulness 
of SFAS 33 data was assessed; ap­
parently no particular decision con­
texts were used in assessing 
usefulness.
Madison and Radig (1983) surveyed 
managements of industrial corpora­
tions and report that the preparers of 
financial statements appear “highly 
skeptical” about the usefulness of the 
required disclosures. They further cite 
the need for users to communicate 
their needs to the preparers.
The Richardson-Brown study 
focuses on the usefulness of SFAS No. 
33 data from the standpoint of users 
of financial statements (eg., investors 
and creditors). Firms are competing for 
favorable financing terms in today’s 
tight money market. Because prof­
itability ratios are among the variables 
considered by potential creditors to 
evaluate a firm’s credit worthiness, it 
is possible that the inflation-adjusted 
income figures might be useful to such 
decisions. There is no indication, 
however, that lenders are using that 
additional data to evaluate a firm’s 
credit position.
Specifically, because there is com­
petition among firms for additional 
financing, each firm’s relative position 
with respect to profitability might 
logically be an important factor in 
determining the share of available debt 
financing each will receive. One would 
anticipate that, if inflation-adjusted 
data has an impact, firms would at 
least rank differently using inflation- 
adjusted measures than they do using 
historical cost measures.
A more efficient allocation of 
resources should result from an alloca­
tion of funds based on a firm’s prof­
itability position of other firms. 
Therefore, if it can be determined that 
an inflation-adjusted profitability ratio 
differs from an historical cost prof­
itability ratio, it may be postulated that 
one or both of the two alternative in­
come measurement concepts provides 
a better indication of credit worthiness 
than does the historical cost model.
Before differences in usefulness 
among the three income concepts can 
be measured, it must be determined 
whether or not the three concepts ac­
tually provide different information 
about a firm, in relation to other firms. 
Using different income measurement 
concepts will normally change the 
numbers on the income statement. 
Simply changing the numbers, 
however, does not prove that different 
information is being provided. The test 
of the impact of alternative income 
measures depends on changes in the 
relative positions of firms that result 
from the use of different income 
numbers.
The Richardson-Brown study ap­
plies four commonly used profitability 
ratios to determine if a firm’s position, 
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in relation to other firms, changes 
under different income measurement 
concepts. Horrigan (1966) states that 
profitability ratios are among the most 
useful ratios in the prediction of credit 
worthiness. Gibson (1982) concludes 
that the four profitability ratios used in 
the current study are considered the 
most important by financial executives. 
These ratios are: earnings per share 
(EPS), return on investment (ROI), 
return on equity (ROE), and net profit 
margin (NPM). Generally, it appears 
that firms maintain the same relative 
ranking under each of the three in­
come measures.
Data Sources
A sample of 99 companies was ran­
domly selected from companies re­
quired to disclose inflation-adjusted 
data in compliance with SFAS 33. The 
FASB 33 Data Bank, published by 
Value Line Investment Company, con­
tains the inflation-adjusted data. The 
historical cost data were extracted 
from the industrial COMPUSTAT 
tapes, published by Standard and 
Poors.
Data Analysis
Questions that were addressed in 
the current study are as follows: 
A. Do firm profitability rankings differ 
among the three income measures 
(constant dollar, current cost, or 
historical cost) using each of the 
four profitability ratios?
B. Do firm profitability rankings differ 
among the four ratios using each of 
the three income measures?
The test statistic used to answer these 
questions is the Kendall Coefficient of 
Concordance (W), a non-parametric 
measure of the degree of association 
among the three income measurement 
concepts.
Companies were randomly selected 
from the entire population of nonfinan­
cial companies listed on both the 
FASB 33 Data Bank and the industrial 
COMPUSTAT tapes. The four prof­
itability ratios were computed for each 
firm under each measurement con­
cept. Firms were then ranked by each 
ratio under each measurement con­
cept. Data were inspected for 
reasonableness and, as expected, the 
ratios computed using the inflation ad­
justed figures were smaller than the 
historic cost figures (inflation-adjusted 
figures are lower).
The degree of agreement among the 
three measurement concepts is 
reflected by the degree of variance 
among the n sums of ranks. The Coef­
ficient of Concordance, W, is the func­
tion of that degree of variance, and is 
calculated by:
The range of W is 0 ≤ W ≤ 1, 
where 0 represents no agreement and 
1 means perfect agreement.1
The observed statistic used to 
assess probability and significance 
level is approximately distributed as a 
chi-square with n-1 degrees of 
freedom in accordance with the follow­
ing relationship:
X2 = 12S
obs kn(n + 1)
= k(n-1)W  X2(n-1), 
when substituting W from the above 
definition into the equation.
The W statistic was also computed 
for all four ratios ranked on each of the 
TABLE 1
Degree of Agreement Among Income Measures
Ratio W 2obs C.V. 0.001
Return on Investment .7548 221.91 149.45
Return On Equity .7780 228.73 149.45
Net Profit Margin .7616 223.91 149.45
Earnings per Share .7669 225.47 149.45
Note: C.V. = Critical Value with 98 degrees of freedom
TABLE 2
Degree of Agreement Among Ratios
Income Model W 2obs C.V. 0.001
Historical Cost .6870 269.30 149.45
Constant Dollar .9275 363.56 149.45
Current Cost .9365 367.50 149.45
Note: C.V. = Critical Value with 98 degrees of freedom
three income models to determine if 
there is a difference in variation among 
the ratios under alternative measures.
Results
Research question A was ad­
dressed by testing for no agreement in 
ranking among the ratios under the dif­
ferent income models. The test 
showed that rankings are the same at 
a 0.001 level of significance. 
Therefore, it is reasonable to conclude 
that rankings do not change in the ag­
gregate. On the other hand, the test 
results did not indicate perfect agree­
ment among the four ratios; this is a 
necessary condition to conclude that 
the rankings of individual firms do not 
change. Test results are summarized 
in Table 1.
The results of the test of agreement 
between the four ratios ranked on each 
of the three income measures (ques­
tion B) are summarized in Table 2. The 
test shows agreement at the 0.001 
level of significance. It should be 
noted, however, that the agreement 
among the four ratios computed using 
the inflation-adjusted models is much 
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higher than the historical cost model. 
Almost perfect agreement is indicated 
under constant dollar and current cost 
models. The W value is smaller under 
the historical cost model, indicating 
more variability among rankings using 
the traditional model.
In addition, the test conclusions are 
supported by Spearman Rank Order 
Correlations The ratios computed us­
ing the constant dollar income figures 
are highly correlated with one another, 
as are the ratios computed using the 
current cost figures. On the other 
hand, the historic cost ratios are 
generally not as highly correlated, in­
dicating less agreement among the 
rankings than among the two inflation- 
adjusted models.
Conclusions
This study investigates whether or 
not there are relative differences in firm 
rankings based on various profitabili­
ty ratios measured within the three in­
come measurement concepts: 
historical cost, constant dollar, and 
current cost. The magnitude of the dif­
ferences is not reflected in the results. 
Nonetheless, the size of differences 
may subsequently prove to be an im­
portant variable in the allocation of 
resources, hence may prove to be a 
fruitful area for future study.
Ninety-nine randomly selected com­
panies were ranked according to four 
profitability ratios, using the three in­
come figures required to be reported 
in compliance with SFAS 33. A test of 
concordance (agreement) among the 
rankings was used to determine if a 
firm’s relative position changed 
significantly under the alternative in­
come models. It was concluded that, 
in the aggregate, relative positions did 
not change significantly using the alter­
native income measures. On the other 
hand, the results did not indicate 
perfect agreement among the rank­
ings, either.
The result that perfect agreement for 
companies in the aggregate does not 
exist implies that specific companies 
may change rankings using different 
income measures. The impact on 
specific companies needs to be in­
vestigated, as well as the usefulness 
of the different measurement 
concepts.
Apart from the rankings of the ratios, 
usefulness may also be affected by the 
relative sizes of the ratios. That is, 
resources may be channeled into alter­
native investments simply because the 
adjusted ratios prove to be quite small 
in comparison to the historic cost 
ratios.
Because SFAS 33 has only been in 
effect since 1980, the usefulness of the 
alternative income measurement 
models may not be determinable until 
some future date. Moreover, because 
the income presentations that comply 
with the standard are so recent, it is 
logical to argue that financial state­
ment readers are still learning to use 
the additional information. An ade­
quate evaluation of the usefulness of 
the alternative income presentations 
may therefore not be possible until the 
learning cycle is much further along.
If and how the FASB ultimately 
decides changing price data should be 
disclosed will depend on the strength 
of any perceived usefulness to deci­
sion makers. Further investigation in 
this area thus appears warranted. Ω
NOTE
1The terms in equation (1) are derived as 
follows; k = number of sets of rankings; n = 
sample size; S = sum of squares of the observ­
ed deviations from the mean of Rj, that is, 
S = Σ Rj2 - (Σ Rj)2/n; Rj = sum of ranks in the 
j=1 j=1
jth column of the kxn table of rankings, j = 1, 
2, ... , n; (1/12)k2(n3 - n) = maximum possible 
sum of the squared deviations (perfect 
agreement).
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